













































































































































































































































































APPENDIX VI APPENDIX VI

United States Department of the Interior

OFFICE OF THE SECRETARY  In Reply

WASHINGTON, D.C. 20240 Refer To:
ALO1.0401
Ser 4 1979

Mr. Dexter Peach

Director, Energy and Minerals Division
United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Peach:

We have reviewed your proposed Draft Report on the Alaska Highway Pipeline
Project Status and Issues (Code 008700). Our comments fall into two cate-
gories: those which deal with this Department's specific responsibilities
and those which are general in nature.

Specific Comments

-On page 2-7, it is suggested that proceedings for the Right-of-Way
Agreements represent an opportunity for delay. It is unlikely that

a delay will be caused by our schedule for issuing the Stipulations.
We are scheduled to complete them before October of this year and

this fits the companies* schedules. The Agreement and Grant of Right-
of-Way documents are being prepared and will be ready for signature
when the conditions of Section 28 of the Mineral Leasing Act are met.

~-The Department does not Took at the stipulations as a basis for mak-
ing "concessions". There has been extensive discussion with the
companies about the environmental and other concerns of the Department
vis-a-vis the economics of the project.

-We differ with the conclusjon implied on pages 2-8 and 2-9. We believe
that the technology exists to build the pipeline in an environmentally
acceptable, economical manner. However, we do have a number of major
technical concerns in Alaska that must be resolved by the company
before the pipeline can actually be constructed.

General Comments - The following is a list of omissions or changes that
we suggest be considered before the final report is submitted to
Congress.

The economics of the project have been extensively studied for several
years and found to be generally acceptable. Recent increases in QPEC
0oil prices reinforce the justification. It is not apparent what pur-

pose would be served by having the Secretary of Energy undertake another
overview.
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-The planned facility will have a capacity of 1.163 trillion cubic
feet per year with additional capacity possible-by Tooping.

-There is a strong possibility of additional gas being discovered
in the north slope area that could be transported by this line.

-The report does not explore what is to be done with the gas in the
event that there are no transportation facilities out of the region.
Currently, under State Regulation, the gas is being reinjected at
Prudhoe Bay. This is costly and consumes a portion of the gas in
the process. There are limitations on the useful and non-wasteful
continuation of reinjection which should be discussed.

-There is a misleading characterization on page 3-5. If it were
obvious that LNG were an economic source of energy, the case against
importing would have dissolved. If markets for the gas at incre-
mental cost were apparent, LNG imports would have been authorized.
Without some market constraint (such as full-cost or incremental
pricing) LNG remains a suspect, unattractive source of fuel. With
the appropriate market constraints, it may ultimately become an
economical source.

-The economics on page 3-7 are confusing. We doubt that it could be
demonstrated that energy users are indifferent to prices. What is
it that is going to alter consumers preferences or habits? It sounds
as if the authors are advocating forced conservation. This tends to
be corroborated by first paragraph, page 3-12.

-The Togic on page 3-12 is questionable. Supply does not create demand.
Further, if tﬁe cost of the Alaskan gas (properly priced) were Tow
enough to warrant increased economic activity, this would seem a
desirable, rather than an undesirable, outcome.

~The discussion concerning the lack of impact on importation of OPEC
0il is not entirely correct. It is not necessary for someone who
burns foreign o0il to directly substitute Alaskan gas for displacement
of foreign o0il to occur. The total energy imported with or without
the Alaskan gas is the real basis for comparison.

-The investment tax credit has a substantial impact on the real rate
of return on equity capital. We think that this impact should be
considered and included in the appendix on the IROR, in order to
accurately evaluate the financial prospects for this project.

-Your concerns about marketing may be overstated as most of the proven
Prudhoe gas has already been marketed (with certain restrictions).
Also, it is unlikely that the companies invoived will start construc-
tion before they have distribution contracts and commitments.

82



APPENDIX VI APPENDIX VI

~-In evaluating this project, consideration should be given to its
value as an energy "insurance policy” in the event of interruption

of overseas' sources.

-Consideration of this marginal increase in supply as a constraint
on the price of OPEC o0il and/or LNG would be interesting.

-0f very special importance for the Congress to consider are the pre-
built projects in the lower 48. These projects will provide Canadian
gas at an early date and their import should be considered in an over-
all evaluation of this entire project.

I hope the above comments will be beneficial to you in the preparation of the
final report. If you have any questions or want elaboration, please contact

Mr. William M. Toskey, 343-6932, the Department's Authorized Officer for this
project.

7/&5“; A7

Larry E. Meierotto
“" Assistant Secretary
Policy, Budget and Administration
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NORTHWEST ALASKAN PIPELINE COMPANY

SUITE 901
1801 K STREET, N. W.
JOHN G. MCMILLIAN WASHINGTON, D. C.20008
CHAIRMAN OF THE BOARD 202) a88-3850

July 10, 1979

Mr. Elmer B. Staats

Comptroller General

441 G Street, N.W.

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Staats:

Mr. J. Dexter Peach's letter of June 19, 1979 to
Mr. Arthur J. Miller of Northwest Alaskan Pipeline Company
transmitted for comment a purportedly confidential draft of a
proposed Report entitled, "The Alaska Highway Gas Pipeline Project
Status and Issues." The report contains so many misstatements and
inaccuracies that the time and resources which would be required
to comment on each cannot be justified in light of its premature
release to the Canadian press.

The full extent of the damage and delay caused by the unethical
and premature release of the draft to the press cannot be fully
assessed at this time. We are enclosing for your information copies
of articles from several newspapers to illustrate how an ill-conceived
and misleading report can be further misinterpreted by the press.

The impact of such articles with their inflammatory rhetoric, espe-
cially on the financial community, are particularly damaging to
this vital energy project.

We believe the distortions, inaccuracies, and incompleteness
of the already published and released report will be readily
discernible to the careful reader, and that this will be our best
defense against such irresponsibility. By copies of this letter,
we are informing members of Congress and the Administration of our
comments and opinions on this matter.

Ve truly yours,

’ &A 6”744”7%...

ohn G. McMillian

GAO note: The supplementary newspaper articles referred to
in these letters have not been reproduced.

A SUBSIDIARY OF NOCRTHWEST ENERGY COMPANY
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Northern
2223 Dodge Street
Omaha.oggebrsatska 68102 Natural
Telephone 402-348-4000 Gas Company

July 12, 1979
. JCP:106:79

Mr. J. Dexter Peach

Energy and Minerals Division

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Peach:

In response to your request for comments on the General Accounting
Office's draft report, "The Alaska Highway Gas Pipeline Project
Status and Issues", my reply as Project Manager for the Northern
Border Pipeline Company contains observations pertinent to the
Eastern Leg of the Alaska Natural Gas Transportation System also
known as the Northern Border Segment. '

On January 26, 1979, Northern Border filed an application with the
Federal Energy Regulatory Commission for permission to prebuild 809
miles of the Eastern Leg to transport 800 MMCFD of Canadian Gas to U.S.
consumers beginning two to three years in advance of when Alaska gas
will be available.: This service: proposed by Northern Border would
begin in November, 1981, and continue for a period of 12 years,
providing substantial volumes of gas to the Midwestern and Eastern U.S.
markets. This proposed prebuilding or Phase I construction of the
Northern Border System is predicated on the receipt of acceptable
certificates and permits from both the United States' Federal Energy
Regulatory Commission and the Canadian National Energy Board.

When Alaskan gas becomes available Northern Border will file addi-
tional applications requesting permission to expand its system by adding
308 miles of pipeline and more compressor stations to accommodate the
combined volumes of Alaskan and Canadian gas volumes. This expansion of
the Northern Border system will be timed to coordinate its completion
with completion of the other segments of the total system.

Our basic comment on your draft is that substantially all of the problems
described are peculiar to the Alaskan segment (or perhaps in some part the
Canadian segment), and have little bearing on Northern Border's prospects
for financing and construction in light of the '"'pre-build' proposal to
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transport Canadian gas. Had the FERC not chosen to impose the IROR mecha-
nism on Northern Border, the financing and "pre-build" construction would
have proceeded routinely upon issuance of satisfactory export-import li-
censes by the two governments, and a satisfactory Certificate by the FERC,

The only unusual obstacle Northern Border now faces is satisfactory re-
solution of the IROR mechanism. It still faces the 'usual' obstacles

of satisfactory "pre-build" authorizations from the two governments
involved. Whether those obstacles will be overcome, and when, is pe-
culiarly within the control of the two governments. However, given such
action on a timely basis and acceptable terms, we have no concern over our
ability to finance Northern Border privately and construct the '"pre-build"
segment on the projected time schedule (assuming the expected cooperation
of the Federal Inspector during final design and construction). Neither
would we have any concern, once the ''pre~build" is completed, over our
ability to finance privately and to construct timely the expansion re~
quired to accommodate Alaskan gas when it begins to flow.

We believe our presentation before the FERC should make it clear that
only satisfactory regulatory approvals for the "pre-build"” (including
IROR in that context) are needed to bring Northern Border into being as
a privately financed pipeline. This represents over 1100 miles

of the 4800 mile total system, and an investment (for both Canadian and
Alaskan gas) ofs approximately $2 billion,

Moreover, as our presentation to FERC documents, successful completion

of the Northern Border 'pre-build" will benefit the financing and construc-
tion of the Alaskan and full Canadian segments enormously. Further assis-
tance will accrue from "pre-building"” the Canadian southern segments and
the Western Leg. The unit cost of transportation of Alaskan gas will de-
cline significantly, and obviously financing requirements will be greatly
reduced within the same time period.

We suggest addition of a comprehensive explanation of the effects of
"pre-building" on completion of the entire Alaskan system, and re-exami-
nation of some concerns expressed in light of that expectation, and the
recent OPEC price increases, Above all, it should be made clear that
Northern Border can be and will be privately financed barring adverse
regulatory actions in the U.S. or Canada.

Yours truly,

A

J. Conrad Pyle -
Project Manager

JCP/nj
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PACTEFIC CAS AND ELECTRIC COMPANTY

_+_ 77 BEALE STREET - SAN FRANCISCO, CALIFORNIA 94106

JOHN A.SFROUL
EXECUTIVE VICE PIESIDENT

July 12, 1979

Mr. J. Dexter Peach, Director

United States General Accounting Office
Energy and Minerals Divisibn
Washington, D.C. 20548

Dear Mr. Peach:

This will reply to your June 19, 1979 letter which invited comment on the General
Accounting Office draft report entitled "The Alaska Highway Gas Pipeline Project
Status and Issues." :

This response is made on behalf of Pacific Gas and Electric Company (PGandE) and
Pacific Gas Transmission Company (PGT). As you are no doubt aware, PGandE,
through its subsidiary Calaska Energy Company, is participating in the partnership
that will build the Alaska portion of the Alaska Natural Gas Transportation System
(ANGTS), and PGT and PGandE have been designated by the President to build the
western delivery leg of the ANGTS. Thus, both companies take a keen interest in
the subject matter of the draft report, and appreciate this opportunity to provide
comments thereon.

In reviewing the draft we have, as you asked, taken care to prevent the report's
premature release or unauthorized use, knowing that the publication of the
preliminary draft, before it has been. checked for inaccuracies and misleading
statements could do unjustifiable harm to public and investor confidence in the
Alaska Project. We were, therefore, dismayed to learn that, despite your caution,
the draft, without the benefit of corrections, was the subject of some premature
stories in .the .press. This is particularly unfortunate, for the draft in its present
form is misleading to the public and to the Congress, and will do nothing to
advance general understanding of the project, its promise, or its problems.

The Project has been approved and found in the national interest by the President
and the Congress. The draft report gives scant attention to this fact and seems
instead to proceed on the assumption that the national need for this new domestic
energy supply should be restudied. The Project is in danger of being. studied--and
restudied--to death.

The draft report contains a great deal of superficial and completely
unsubstantiated speculation about the possible availability of alternate energy
supplies. This speculation covers ground which has been covered many times
before. All of the mentioned alternatives are not truly alternatives to the Alaska
Project but are instead other possible sources of energy that will in all likelihood
be needed in_addition to the Alaska Project, if they can be brought to fruition.
Alternatives to the Project were considered and a decision has been made at the
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highest levels of our Government and the Government of Canada to move forward
with the Projéct. The time for studies of alternatives is past.

If any study is necessary at this time, there should be an analysis of ways to clear
government roadblocks and delays which are the single greatest threat to the
Project's timely and economie completion. In our opinion the GAO's draft study
should be revised to give close attention to this problem. The report could perhaps
help to achieve the expressed will of the Congress that this Project be built if the
report were to examine closely the delays and uncertainties caused by the
governmental regulatory process, and to recommend ways of rectifying the
situation.

The report spends a great deal of time speculating what should be done if the
Project were unable to obtain private financing. This sort of speculation
unnecessarily runs the risk of becoming a self-fulfilling prophecy. Investor and
lender confidence are being eroded day by day by regulatory delays which raise the
question of the U.S. Government's commitment to the Projeet. The draft report
will cause further erosion of confidence. The partnership has stated its belief that
the Project can be privately financed, but we will not know until we are allowed by
government decisions to go forward. We do know that until that ocecurs,
speculation about possible failure, especially from a responsible agency of the
Federal Government, is to say the least, unnecessary and very much contrary to
the national interest.

We sincerely hope that these comments, although general in nature, will aid your
Office in its review and modification of the draft report. We stand ready to
provide further information and assistance.

Very truly yours,

OHN A. SPROUL

DEG:nw
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AGENCY COMMENTS AND GAO'S DETAILED RESPONSES

FEDERAL ENERGY REGULATORY COMMISSION

Agency comment

"We have read your draft report * * * and offer
the following comments from the Federal Energy
Regulatory Commission (FERC). * * * "

ChaEter 1

"Our only comments on this chapter deal with the
subsection titled 'The Government is Unable to
Attract Additional Sponsors for the Alaskan Seg-
ment.' This section gives a misleading impres-
sion of the role of this agency in the regula-
tion of the Alaska gas project. This section
states that '[i]ln June 1978, the Government
tried to attract additional sponsors for the
Alaska segment.' The report is referring to an
order issued by this Commission on June 30,
1978, concerning the partnership agreement sub-
mitted by the project sponsors for our approval
as required by the President's Decision.

"In the partnership agreement, there is a sched-
ule that reduces the share of profits going to
each member depending upon the date that the
member joins. the partnership. Although North-
west Alaska gave public notice of the opportunity
of joining the partnership shortly before the

date the profit discount was to go into effect,
the Commission felt that the President's require-
ment of open ownership participation without
discrimination would best be realized if the date
for the initial discount in profit share was post-
poned for 30 days from the date of the Commission's
order to allow additional members to join the part-
nership without penalty. The Commission's inten-
tion in this order was to provide equitable and
fair treatment of all potential partners and not,
as the draft report suggests, 'to attract addi-
tional sponsors.' This section of the report
erroneously implies that this Commission took an
active role in attracting parties to join the
partnership. This was not the intent of the Com-
mission order."
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GAQ reponse No. 1

Ed

The report now reflects these Commission views.

Agericy comment

Chapter 2

“This chapter states that the Federal Inspector for
the project is not yet on the job and that two im-
portant issues remain to be resolved which could
lead to lengthy administrative or judicial review.
In fact, the Federal Inspector was nominated by the
President several weeks ago."

GAQO response No. 2

The report now notes that the Federal Inspector is on
the job. He was sworn in July 13, 1979, about 20 months
after Congress approved the Decision in November 1977.

Agency comment

"In the Section titled 'Government Actions to Bring

the Project on Line', the report gives a history of

past executive and legislative actions affecting the
project. We note two important ommissions concern-

ing government participation in financing.

“The draft report refers to those sections of the
President's Decision opposing novel regulatory
schemes to shift project risks to consumers and
rejecting federal financing assistance. The Alaska
Natural Gas Transportation Act (ANGTA) calls for
the President to submit terms and conditions for
inclusion in the Congressional authorization for
the project. Congressional approval of the Presi-
dent's Decision gave these terms and conditions
proposed by the President the force of law. The
fourth term and condition dealing with finance
states that 'the successful applicant shall pro-
vide for private financing of the project and
shall make the final arrangements for debt and
equity financing prior to the initiation of con-
struction.' Since Congress approved this condi-
tion, it can only be changed by a further act of
Congress. This fact is not made clear in the
report.™
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"Also the U.S./Canadian Agreement on Principles
for the project calls for private financing both
in the United States and Canada. The draft re-
port should indicate that government participa-
tion in the financing would probably require an
amendment or change to this agreement between the
United States and Canada as well as an act of
Congress."

GAO response No. 3

The report now recognizes (1) that the agreement calls
for private financing, (2) the fourth term and condition on
financing, and (3) FERC's statement on the need for congres-
sional approval.. (See pp. 8 and 9.)

Agency comment

"The report discusses two key issues that remain
unresolved. The first concerns treatment of gas
conditioning and processing costs. The Natural
Gas Policy Act gives the Commission discretion to
increase the maximum lawful price for gas to com-
pensate for conditioning and processing costs at
Prudhoe Bay. On February 2, 1979, the Commission
issued a notice of proposed rulemaking and state-
ment of policy respecting the treatment of these
production related costs for natural gas sold and
transported through the System. Initial comments
and reply comments from all interested parties
have been received, and the Commission expects to
issue an order concerning production related costs
in the near future. The Commission's decision will
be subject to judicial review but only under the
expedited procedures required by ANGTA. We doubt
that the resolution of this issue will be as
lengthy as the draft report implies."

GAQ response No. 4

We have no difference in fact. The actual time required
will be determined as events unfold.

Agency comment

"The draft report places a great deal of emphasis
on the risk of abandonment given by the project
sponsors. Though no source is given for these
probabilities in the draft report, GAO Staff has"
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“indicated that they are taken from a paper pre-
pared by the Northwest Alaskan Pipeline Company

on March 7, 1979, titled 'Determining the Project
Risk Premium for the Alaska Segment of the Natural
Gas Transportation System.' This report was sub-
mitted to the Alaska Gas Project Office of this
Commission which in turn distributed the report to
all interested parties in the rulemaking dealing
with the Incentive Rate of Return Mechanism.
Though we invited the sponsors to provide support-
ing evidence or justification for these probabili-
ties, the project sponsors in their written comments
during the rulemaking provided no justification or
support. As a result in Order No. 31, the Commis-
sion rejected these probabilities as being unrea-
sonably high.*

GAO response No. 5

The report recognizes these facts; this section of the
report is clearly attributed to the sponsors, and we neither
accept nor reject what they said.

Agency comment

Chapter 3

“Chapter 3 attempts to analyze the need for Alaska
gas and whether it is in the public interest to
build the Alaskan Natural Gas Transportation System.
This is an issue that was studied at great length in
hearings before this Commission and in the various
reports submitted by government agencies and other

parties to the President and the Congress pursuant
to ANGTA.™

GAO response No. 6

This comment misstates the purpose and nature of the

analysis in Chapter 3. Chapter 3 presents its “raison d'etre"
as follows:

“The Project offers a potentially significant
domestic gas supply. Therefore, if its sponsors
request Federal financing assistance because
they cannot finance the project alone project
proponents will undoubtedly urge the Congress™
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“to quickly provide the needed assistance * * =,
* * * We believe that the Congress needs to con-
sider all its options before it responds * * ~.*

"If the sponsors seek Federal financial involve-
ment, the Congress should consider the follow-
ing questions.”

The report then poses four questions relating to (1)
alternative gas sources to supply similar quantities of gas
at similar or lower prices, (2) the possibility of achieving
a satisfactory gas demand/supply balance through restraints
on demand or supplies from alternative sources, (3) the ef-
fect of project gas on reliance on foreign energy and dollar
outflows, and (4) alternative forms of Federal financial in-
volvement. The report then states that “this chapter dis-
cusses briefly, data and concepts relevant to these
questions."

The chapter thus deals with the question of Federal
financial involvement and not the "need for Alaska Gas" or
“whether it is in the public interest to build the Alaskan
Natural Gas Transportation System." We do not assume that it
is certain that the Project sponsors will need or seek Federal
financial aid or that, if aid is requested, the suggested 7
analyses will be unfavorable to Federal financial involvement
in the Project.

Agency comment

"The record before this Commission on the Alaska
gas project consists of some forty-five thousand
pages of transcript and about 1,000 individual
exhibits. Also ANGTA called upon this Commission
and other Government agencies to submit reports

to the Congress and the President concerning the
need or benefit of building the project. In addi-
tion to other subjects, the Act required the Com-
mission to report to the President on 'the proj-
ected natural gas supply and demand for each region
of the United States and on the projected supply
of alternative fuels available by region to off-
set shortages of natural gas.' This Commission
submitted its Recommendation to the President on
May 1, 1977. ANGTA called upon other federal
agencies to submit reports to the President on

a variety of subjects including regional natural
gas requirements and the relationship of the pro-
posed transportation system to other aspects of"
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“national energy policy. 1In response to this
mandate, the Federal Energy Administration,

the Department of Commerce, the Department of
Interior, and the Department of Labor submitted
a report to the President on June 30, 1977,
titled 'National Economic Impact of Alaskan
Natural Gas Transportation Systems.' The
Federal Energy Administration, the Department
of Commerce, the Department of Interior, (United
States Geological Survey), the Department of
Transportation, the Department of Treasury,

and the Energy Research and Development
Administration submitted the 'Report of the
Working Group of Supply, Demand, and Energy
Policy Impacts of Alaska Gas' on July 1, 1977."

GAQ response No. 7

We are familiar with the studies and proceedings

which preceded the President's Decision and its approval by
the Congress. The report in no way denigrates them.

However, no matter the intensity and quality of this
previous work, too much has occurred since 1977 for us to
assume that all prior findings and conclusions are neces-
sarily still valid. At least where new initiatives are
contemplated or new proposals made, we believe they should
be reviewed in the light of the best information currently
available.

Agency comment

"Based on these reports and on additional analysis,
the President's Decision concluded that the proj-
ect was necessary and desirable and should be built
as soon as possible. This decision was approved by
Congress by joint resolution on November 8, 1977,
(Public Law 95~158)."

GAQO response No. 8

The specific language used by the President in his
Decision readily supports a conclusion that he found the
project “desirable" (pp. 87 ff). The issue, however, is
what you do under changed circumstances.
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Agency comment

“The President's Decision calls for the project
sponsors to submit to this Commission a new cost
estimate prior to the granting of the final cer-
tificate of public convenience and necessity. If
this cost estimate 'materially and unreasonably
exceeds' the cost estimates submitted by the
project sponsors to this Commission and the President
in March of 1977, the Commission is not required
to issue a final certificate of public convenience
and necessity. Until these updated cost estimates
are made available to this Commission and the pub-
lic, or unless the cost of alternative energy sup-
plies has declined since 1977, we doubt that any
new report on this project is likely to result in
conclusions substantially different from those
contained in the President's Decision and approved
by the Congress."

GAO response No. 9

One conclusion in the President's Decision is that the
Project could and should be built by private enterprise with-
out any Federal financial involvement. In his Decision, the
President “specifically rejected" Federal financing assis-
tance. Therefore, a substantially different conclusion could
be made if Federal financing aid is to be granted.

However, we do not believe that the Commission should
prejudge that any new report on the Project is “likely" to
result in the same or different conclusions. Consistent with
this, our report recommends indepth analyses before action is

taken on any proposal for Federal financial involvement in
the Project, notwithstanding the President's 1977 Decision.

Agency comment

“The analysis in Chapter 3 of the draft report
centers on the concept that cheaper alternatives
to Alaska gas may be available to U.S. consumers.
This analysis contains a number of weaknesses or
deficiencies that should be corrected in the
final report.

“The draft report projects the future demand and

supply for natural gas, and thus estimates a gap
or shortfall in gas supply through 1990."
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GAO response No. 10

E

The comment about projecting future demand and supply
and estimating a gap or shortfall is misleading in that it
suggests that the report makes a specific prediction. The
report clearly states that "“data in this chapter are not pre-
dictions"” and that the chapter tables are presented "not as
probabilities but as one of several possibilities." Further,
the report states that "the data depend on certain fundamen-
tal assumptions which time may or may not prove correct.™

We believe that the uncertainties of the future make
specific predictions (whether optimistic or pessimistic)
hazardous. These same uncertainties make continuing indepth
analyses essential, which is a position this report takes.

The report uses a "gap" or "incremental" approach as the
report states, "to emphasize the need for indepth analyses of
our energy situation in a future increasingly deficient in
conventional energy sources.” As we discuss elsewhere in
our responses to comments on this report, we have been taken
to task for this approach. We believe the approach is
appropriate for this analysis. Suffice it to say at this
point that the concept of "gap" between domestic supplies
of natural gas and total domestic demand for gas can be
found in the President's Decision (pp. 87 ff), The National
Energy Plan of April 1977 (pp. 16 ff), the American Gas
Association's The Future for Gas Energy in the United States
of June 1979, and elsewhere.

Agency comment

“The draft report then attempts to determine the
cheapest sources of natural gas to fill this gap
or shortfall. The report speculates that cer-
tain other alternative sources of natural gas

may be cheaper than Alaska gas and thus may be
preferred over Alaska gas."

GAO response No. 11

This comment does not accurately reflect what is in
the report. The report does not attempt to “determine" the
cheapest sources “to fill this gap or shortfall.“ The report's
statements on relative costs refer to current estimates of the
cost of Alaska gas compared to "similar quantities of gas”
from other sources. The report says that it 1s possible that
some of these might supply, or conservation might "provide*
such quantities at more reasonable prices.
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The FERC comment also misleads when it states that the
report says that because an alternate source is cheaper, it
"thus may be preferred over Alaska gas," suggesting that we
consider price alone as controlling. The report takes a
different position. For example, it recognizes that the
disadvantage of paying any extra money for Alaska gas might
be offset at least in part by benefits in terms of reducing
(1) imports of foreign energy and (2) dollar outflows.

As the report states, we believe that non-cost related
objectives, such as (1) economic growth and (2) need to
"back out" (that is, substitute for) foreign energy that
would otherwise be imported are proper considerations in
making national energy decisions.

Agency comment

"This approach rests on the gquestionable assumption
that there is a fixed demand for natural gas through
the year 1990 that is independent of the price of
natural gas or the price of alternatives such as
imported oil."

GAO response No. 12

The report clearly shows that we have not made this
assumption. For example, the data in chapter 3 tables are
presented "not as probabilities but as one of several pos-
sibilities." Also, "the data depend on certain fundamental
assumptions which time may or may not prove correct." The
report mentions some of these assumptions. In addition,
it points out that the American Gas Association has produced
higher estimates of both demand and supply based on different
assumptions.

We do not assume that there is a "fixed demand for
natural gas" during any period. At the same time, we do
believe that the demand for gas is not unlimited. 1In fact,
we believe that under certain sets of circumstances, supply
could exceed demand even in periods of shortage. Economic
conditions, governmental regulations, technological limita-
tions, and other factors could contribute to this result.
For example, the current domestic gas "bubble" may be a
temporary manifestation of this phenonenon.

Agency comment

"For the foreseeable future, imported oil is likely
to be the most important determinent of energy"
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"prices and is likely to be the source of energy
that will increase or decrease in response to
changing domestic energy conditions. Consequently,
a more defensible approach to analyzing the need
for Alaskan gas or any other supplementary source
of natural gas is to compare the cost of the sup-
plemental source with the future cost of imported
oil. If, for example, Alaska gas over its life-
time is likely to be cheaper than imported oil, it
it likely to 'be in the public interest to develop
the project; and there should be little doubt or
concern that gas demand will not be large enough
to absorb this additional supply. If this nation
should be blessed with an abundant supply of na-
tural gas cheaper than the cost of imported oil,
insufficient demand for gas is unlikely since
natural gas can already substitute for oil in
many industrial and utility applications. 1If
other sources of natural gas such as Mexican gas
or imported LNG are cheaper than Alaska gas, ac-
cess to these sources does not reduce the need
for Alaska gas in that it is less expensive than
imported oil."

"The draft report depicts Alaska gas and other
sources of supplemental supplies as alternatives
to be substituted for each other. A more analy-
tically correct approach is to think of all of
these sources of supplemental gas supplies as
substitutes for imported oil and all should be
utilized that are less expensive than imported
oil."

GAO response No. 13

We have already discussed our belief that assumptions
must be constantly tested against developments to ensure
their continuing validity.

We do not agree that treating all supplemental gas
supplies as substitutes for imported oil is a more analyti-
cal approach. Nor do we agree that all supplemental sources
should necessarily be utilized just because they are less
expensive than imported oil. Conversely, we do not believe
that a supplemental source should not be utilized just be-
cause it is more expensive than imported oil.

The Commission's suggested approach cannot be more
analytically correct since it treats all supplemental sources
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as being alike except for cost. This is not true. Each
source, together with its socioeconomic, political, and na-
tional security impacts, is different. Therefore, decisions
on each supplemental source must be made within the framework
of a comprehensive National energy plan. Such a plan must
rest on a variety of considerations and must deal with both
supply and demand and with the long- and short-term welfare
of our country. Some of these considerations are

-=national security,

-=economic growth,

-—inflation control,

--mutually supportive international relations,

-—-environmental quality,

--national productivity, and

--gas and other industry stability.

Thus, cost is an important consideration in energy policies
but should not necessarily be controlling.

Agency comment

"A major weakness of this draft is that the
analysis of alternative supplemental gas supply
sources as well as the analysis of the Alaska
gas project do not give any references to the
sources of cost and supply estimates. The

draft report itself provides no supporting evi-
dence or calculations showing how costs and
supply estimates were arrived at. This makes it
impossible for any interested reader to determine
the validity of the cost and supply estimates
given in this report.”

GAQ response No. 14

If the report were an attempt to predict conditions in
1985 and 1990--which it is not--this comment would be appro-
priate. The report clearly indicates that "the alternatives
are significant--not the magnitudes." We have, however,
noted our sources where appropriate.
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We believe that it is incumbent upon the Department of
Energy to keep the Congress supplied with the up-to-date,
reliable energy data it needs. The data in this report in-
dicate that further analysis is justified before making a
decision on Federal financial involvement. The data are not
sufficient for making that decision.

In this regard, we recommend that the Department of
Energy provide such data to Congress on this Project and
viable alternatives if Federal financial assistance is
requested.

Agency comment

"In the brief undocumented comparisons of the cost
of Alaska gas with other supplemental gas supplies,
the draft report seems to use the first year cost
of Alaska gas. This is very misleading since the
cost of transporting Alaska gas will decline over
time. Under conventional methods of utility regu-
lation, depreciation reduces the rate base of the
project, thus reducing capital charges that are
included in transportation rates. After ten years
the transportation charge (in real terms or con-
stant dollars) will be less than half of the first
year charge and after twenty years will be less
than one fourth the first year charge. Sources of
imported gas such as LNG or Mexican gas likely to
be tied to the cost of o0il and will increase over
time. "

GAO response No. 15

The report makes only such comparisons as are relevant
to the question discussed in the report--whether further
analyses are needed if Federal financial involvement is pro-
posed. Therefore, there has been no need in the report for
comprehensive cost comparisons. The report recognizes that
accurate comprehensive information is needed for decisions.
Furthermore, it is incumbent on the Department of Energy to
compile and supply the energy data and analyses the Congress
and the executive branch need.

Further, it is not clear at this time what the cost of
Alaskan gas in the future will be in relation to imported
0il or gas. A number of factors will influence the relation-
ships, including
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--possible legislation to amend existing natural gas
policies, including those specifically applicable to
the Project;

--future international energy agreements and arrange-
ments;

—-—actual construction and operating costs of the Proj-
ect; and

—-—availability and costs of alternative sources.
Because of such uncertainties as to the future, we
recommend indepth analyses before a decision is made on Fed-

eral financial involvement in the Project.

Agency comment

"Canadian gas exports to the United States is pre-
sented in the draft report as an alternative to
the Alaska gas project. The report briefly men-
tions that additional discoveries in Alberta and
the Canadian Arctic may allow Canadian authorities
to permit continued or even increased exports of
gas to the United States. 1In February of this
year, the National Energy Board (NEB) of Canada
published a thorough study of natural gas supply
and demand in Canada and made a number of signifi-
cant findings concerning the possibility of ex-
ports to the United States.

"The report concluded that there is an exportable
surplus and that Canada will be able to fulfill

its current contracts to export gas to the United
States. These existing contracts expire at various
times over the next few years. Thus based upon
existing export licenses, Canadian exports to the
U.S. would decline from the current level of approx-
imately 1.1 trillion cubic feet (TCF) per year to
0.3 TCF by 1990 and would cease entirely after
1995. However, the NEB concluded that the current
surplus would allow export commitments to the
United States to be increased by a modest 2 TCF or
by an amount equal to two years of exports at the
current level."
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GAQ response No. 16

The report discusses the possibility only of continuance
of the "current" rate of 1 trillion cubic feet a year. It
does not discuss increased exports.

We are aware of recent National Energy Board delibera-
tions and actions. For the purposes of this repcrt in look-
ing at possible future sources of natural gas, we did not
feel it realistic to adopt a "worst case" position, that is,
that exports would decrease to zero as existing licenses
expired. Nor did we believe that we should not look beyond
the latest action since the National Energy Board will con-
tinue meeting from time-to-time to act on export applications.
The numbers we use appear within the realm of possibility.

Agency comment

“In addition to these specific findings concerning
the size of the current surplus of gas in Canada,
the NEB Report describes a new policy with respect
to the determination of the size of any gas surplus
in Canada and thus the allowed exports to the
United States. 1In particular, the report has de-
termined that a future deliverability test is a
key factor in determining the size of any export-
able surplus. In order to determine that a spe-
cific reserve of gas is deliverable, there must

be some method of transporting the gas to market.
The substantial reserves of natural gas in the
Mackenzie Delta of Canada will not be counted in
the determination of the exportable surplus until
Canada is assured that a transportation system
will be available to move those supplies to market.

"The Alaska Natural Gas Transportation System is a
joint project between the United States and Canada
to transport gas both from Alaska and the Mackenzie
Delta. Thus the construction of the Alaska gas
project would probably result in a finding by the
Canadian Government that the Mackenzie Delta gas
could be included in the calculation of exportable
surplus. As a result exports of gas from Canada
to the United States could be increased from what
it would have been if the Alaska gas project had
not been constructed. This draft report fails to
recognize the important connection or linkage
between the construction of the Alaska gas project
and the potential for future exports of gas from
Canada.™
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GAO response No. 17

The report contains a statement relating to the linkage
between Mackenzie Delta gas and the Project. However, be-
cause of the number of factors involved in export decisions,
the report does not speculate on what would "probably" happen
if the Project is or is not built.

Future Canadian exports will depend on such matters as
Canadian Government policies, new Canadian discoveries, con=
struction of pipelines, and internal gas demand. Thus, we
believe that it is not now certain whether the Project will
or will not be essential for continuing the current rate of
Canadian exports.

Agency comment

"The last two sections of chapter 3 deal with the
impact of the Alaska gas project on energy imports
and on the balance gas would not reduce energy
imports and would not improve the U.S. balance of
payments. Again these are subjects that were ex-
plored at considerable length in reports to the
President in 1977 by various government agencies.
This draft report contains little in the way of
hard analysis that would support these conclusions.
The arguments given are strained and tenuou at
best. We recommend that these two sections be
substantially strengthened or else dropped from
the final report."

GAO response No. 18

This comment misstates the purpose of the analysis in
the last two sections of chapter 3. The analysis does not
attempt to show that "Alaska gas would not reduce energy
imports and would not improve balance of payments." The
discussion indicates why we cannot assume that delivery of
Alaska gas to the lower 48-States would automatically reduce
imports by a comparable volume of foreign energy or reduce
the outflow of dollars equal to the cost of that foreign
energy.

Although the report finds that under certain conditions,
Alaska gas might represent a small percentage of the import
problem, that is not the significant thrust of these sec-
tions. The discussion relates to the rationale on a need to
rely on indepth analysis rather than general assumptions.
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Agency comment

Appendix I

“The appendix is a review of the Commission's de-
velopment of an incentive rate of return mechanism
as required by the President's Decision. We have
two comments on this appendix. First the Commis-
sion in Order No. 31 issued subsequent to the
preparation of the draft report resolves most of
the outstanding issues concerning the incentive
rate of return mechanism. With this order, the
Commission feels that it has carried out the
requirement in the Decision to develop a variable
rate of return mechanism for this project. Such
an incentive mechanism has not been attempted
previously by this Commission or, to our know-
ledge, any other regulatory agency in the United
States. Consequently, the Commission had to
develop an entirely new and complicated regula-

tory mechanism.

"Our second comment concerns the way this appendix
characterizes the procedures used by this Commis-
sion to develop the incentive rate of return
mechanism. The title and format of the text des-
cribes this Commission's procedures as a series of
negotiations or exchanges between the Commission
and the project sponsors. This appendix makes it
appear that the Commission and the project spon-
sors negotiated the details of this mechanism.
This characterization is very misleading.

"The rulemaking procedure used by this Commission
to develop the incentive rate of return mechanism
is well established and widely accepted. 1In a
rulemaking, the Commission first makes a specific
proposal in a public notice. A comment period is
specified in the notice giving all interested par-
ties the opportunity to provide written comments
on the proposal. Later, all parties are allowed
to offer reply comments and thus respond to the
initial comments submitted to the Commission by
other parties. After review of the initial and
reply comments, the Commission may determine that
further proceedings such as an oral argument are
needed before issuing a final order. 1In the case
of the incentive rate of return mechanism, the"
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"Commission instituted two rulemakings. The first
rulemaking began on May 8, 1978 and ended with
Commission Order No. 17 and developed the basic
framework for the incentive rate of return
mechanism. On April 6, 1979, the Commission in-
stituted a second rulemaking to develop specific
values for the parameters in the incentive rate
of return mechanism. Again after an initial set
of comments and a set of reply comments, the Com-
mission issued Order No. 31 on June 8, 1979,
specifing values for the parameters in the incen-
tive rate of return mechanism.

"In these two rulemakings over twenty interested
parties filed comments with the Commission includ-
ing the project sponsors, the staff of the Commis-
sion, various other natural gas pipelines, and the
States of Alaska, California, and New York. To
characterize this procedure as negotiations between
the Commission and the project sponsors is quite
misleading and ignores the important role played
by other interested parties in the rulemakings."

GAQO response No. 19

The report now reflects that the variable-rate-of-return
mechanism is being established through the Commission's reg-
ular rulemaking procedures and invclves a variety of inter-
ested parties. It also shows that (1) the Commission, on
June 8, 1979, issued Order No. 31 to set the final rate-—-of-
return on equity; (2) the Alaskan and Eastern Leg sponsors,
on July 9, 1979, filed motions for rehearing; and (3) on
September 6, 1979, the Commission finalized the variable-
rate-of-return mechanism.

DEPARTMENT OF ENERGY

Agency comment

Chapter 2

"The report, in addressing private financing, does
not explicitly distinguish between debt and equity
financing in examining the question of the need for
government involvement. It does examine the equity
financing issue in relation to the variable rate of
return. However, there is no mention of the fact
that debt holders require a certainty of return on
investment."
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GAQO response No. 1

The Department is correct in stating that we do not
distinguish between debt and equity financing. However, in
discussing the Secretary of Energy's limitation of Federal
involvement to just loan guarantees, we note that there are
various options and that none should be arbitrarily pre-
cluded. An indepth analysis such as the one we recommend
1f Federal financial assistance is requested should be made.
We would expect that the Secretary would explore all avenues
for Federal financial involvement before making his recom-

mendation on the best course of action.

Agency comment

“The report indicates a high probability of aban-
donment and the lack of certainty that 2 billion
cubic feet a day will be available to the project,
unless resolved, or guaranteed through tariffs.
Both of these factors will prevent debt financing
without a government guarantee. The report ap-
pears vaguely opposed to Government guarantee
without stating a clear reason."

GAO response No. 2

The report clearly shows that the estimates relating to
“a high probability of abandonment" were made by the Alaskan
sponsors, not by us. Also, the report makes no statements
to justify the phrases “unless resolved, or guaranteed through
tariffs," the meaning of which is not clear to us. Finally,
the Department's interpretation that the report is “vaguely
opposed to government guarantees" is in error. We take no
position on that question.

Agency comment

“The report seems to require two considerations
of Government involvement (1) return on invest-
ment and (2) a voice in management. Guaranties
are a contingent liability. It is unclear, if
this mechanism is used, whether the report is
suggesting a return to risk bearing other than

the typical user fee charged to a guaranty.
Guaranties are not direct liabilities so there

would be no return on investment.*
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"It is also not clear why direct investment
seems to be a requirement to obtain a voice
in management. Management controls can be

built-in through provisions in the guaranty
instrument in the same way that any lender

builds controls into loan documentation.®

GAO response No. 3

The report states that there may be better alternatives
to give the Government appropriate control over and return
on its investment. However, it takes no position as to the
best alternative. Further, it recommends that the Congress
should evaluate all feasible alternatives before it makes
any decision on Federal financial involvement.

Although loan guarantees may not be direct liabilities,
they do involve a financial risk. In the private sector,
insurers are compensated for assuming such risks. We believe
that the Government should be compensated for the risks it
takes.

The report does not assume that direct investment is
needed to obtain a voice in management.

Agency comment

"The report points out that the pipeline sponsors
are proceeding with preconstruction planning before
they finish testing system design. This mode of
construction results in the risk of major design
changes because the sponsors have not resolved
important design aspects for Arctic conditions
before construction. We note that a large por-
tion of the cost over-runs on the Alaska 0il
Pipeline, the Trans Alaska Pipeline System (TAPS),
were attributable to the fact that the sponsors
did not fully complete the development and test-
ing of system design before construction began.

As a result, geological and technical problems
were encountered causing major changes to result
in the construction phasing with consequent
highly escalated costs.

"The report indicates that the Alaska Highway
Gas Pipeline project is not benefiting from

the TAPS construction experience, both in terms
of the geological data available and the project"

107



APPENDIX X APPENDIX X

"management and administrative requirements of
such a major undertaking. From our knowledge,
there is a tremendous reservoir of technical

and management material resulting from the

Alaska company's experience in building and
operating the TAPS pipeline. The managerial
shortcomings and problems in vertical and hori-
zontal integration were documented for the record.

"The report further indicates that, because the
pipeline system will pass through a number of
political jurisdictions, these jurisdictions may
make costly economic and political demands on
behalf of their constituents from the sponsor
and the U.S. Government. We note that at the
TAPS post-mortem sessions, held in Anchorage,
Alaska, following the opening of the TAPS system,
dozens of interest-groups from these jurisdictions
attended the session for the obvious purpose of
planning the development of intensified demands
on behalf of their constituents in the construc-
tion of the natural gas pipeline.”

GAQO response No., 4

These comments have been incorporated into the report.
(See p. 15.)

Agency comment

Chagter 3

"In regard to the loan guarantee program, the
Secretary of Energy did not 'raise the possibil-
ity' of loan guarantees for the Alaska gas pipe-
line project. 1In testimony before the Joint
Economic Committee in January 1979, Senator
Proxmire asked Secretary Schlesinger what level
of loan guarantees might be appropriate to the
project. Secretary Schlesinger responded to the
effect that the principal area of risk was in the
Alaska segments of the project and that $2 to $3
billion would appear to be an adequate level of
guarantee."

GAQO response No. 5

Since we cannot agree with the Department of Energy on
the use of the phrase "raise the possibility," we have
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included the discussion from the official transcript of
proceedings. In this way, the reader can be the judge.
(See pp. 19 to 21.)

Agency comment

"The policy of the Administration continues to be
as stated in the President's Report to Congress on
Alaska Natural Gas Transportation Systems, Septem-
ber, 1977. A private financing is to be preferred
to any form of Federal financial assistance."

GAO response No. 6

We note that the Department states that the Administra-
tion's position is as stated in the President's Decision and
then states that a private financing is to be "preferred to
any form of Federal financial assistance." The Department
seems to misstate the Decision.

The President's Decision includes the following
statements:

(1) The successful applicant shall provide for private
financing of the project (p. 36).

(2) It is understood that the construction of the Pipe-
line will be privately financed (p. 50).

(3) As indicated by the terms and conditions in Section
5 of the Decision, the * * * project is required to
be privately financed (p. 100).

(4) Federal financing assistance is also found to be
neither necessary or desirable, and any such approach
is explicitly rejected (p. 127).

Agency comment

"The evaluative cost comparisons made throughout
Chapter 3 appear to use as a basis of comparison
the first or second year delivered cost of gas
for the Alaska project.

"Use of such a figure is misleading, particularly
with respect to comparisons with imported energy
projects. Under traditional rate making proce-
dures, the Alaska project tariff in the early years
is very high but will decline in real terms over"
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"time as the rate base of the project is depreciated.
When the rate base is full depreciated, the only
charges in the tariff would be operating and main-
tenance expenses. On the other hand, imported oil
or gas have only the prospect of continued real
increases in price. To be accurate, therefore,

any cost comparison must recognize the life-cycle
annuity cost to the respective projects."

GAOQO response No. 7

In the few places in Chapter 3 where these "evaluative
cost comparisons" are made, the report specifically shows
that they are made in 1979 dollars for the year 1985. The
report also shows that, under conventional methods of utility
regulation, the transportation cost for Alaskan gas is ex-
pected to diminish. The report also shows that the financial
data used are "admittedly preliminary."

The report makes only such comparisons as are relevant
to the question discussed in the report--whether further
analyses are needed if Federal financial involvement is pro-
posed. Therefore, there has been no need in the report for
comprehensive cost comparisons. The report recognizes that
accurate comprehensive information is needed for decisions.
Furthermore, it is incumbent on the Department of Energy to
compile and supply the energy data and analyses the Congress
and the Executive Branch need.

It is not clear at this time (1) whether Alaskan gas
will or will not be supplied to the lower 48-State markets
without any "real increases" in price or (2) what the cost
of Alaskan gas in the future will be in relation to imported
0il or gas. A number of factors will influence the relation-
ships, including

--possible legislation to amend existing natural gas
policies, including those specifically applicable to
the Project;

--future international energy agreements and arrange-
ments;

--actual construction and operating costs of the
Project, and

-—-availability and costs of alternative sources.
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Because of such uncertainties as to the future, we
recommend indepth analyses before a decision is made on
Federal financial involvement in the Project.

Agency comment

“"The Department of Energy agrees with the comments
being filed in their response to GAO by the De-
partment of Energy's Federal Energy Regulatory Com-—
mission (FERC) with respect to the “gap" theory of
natural gas supply and demand. Projects that can
supply domestic energy to the United States at a
life cycle cost less than imported oil or imported
natural gas are presumptively in the national
interest even though other less expensive domestic
supplies might also be available. As is further
noted hereafter, the Alaska gas is superior in
economic and national security terms to any other
imported energy project whose prices would be tied
to the cost of imported oil.™

GAO response No. 8

As stated in our response to the letter from the Federal
Energy Regulatory Commission, we do not agree with its com-
ments with respect to the "gap" theory. Also, we believe
that the Department of Energy should be in a position to
demostrate convincingly to the Congress what action would
be in the national interest. 1In essence, that is what the
report recommends.

Agency comment

“"The Secretary of Energy has not ‘'abruptly re-
versed' the Government's policy on fuel switch-

ing as stated in the report. The long-term

policy to substitute this Nation's abundant coal
resources for oil and natural gas in large sta-
tionary power plants in unchanged. In the short
term, however, it is in the national interest to
substitute available natural gas supplies for
imported oil. To that end, temporary limited pub-
lic interest exemptions have been issued to permit
existing power plants to switch from oil to natural
gas. These temporary exemptions are fully in accord
with the provisions of the Fuel Use Act ('Coal
Conversion') enacted by the Congress in 1978."

111



APPENDIX X APPENDIX X

GAOQ response No. 9

The report recognizes that this action was taken as a
trade-off between short- and long—-term objectives. However,

we feel that from the point of view of the concerned public,
the change was abrupt and may have had undesirable impacts.

We have not tried to evaluate whether, on balance, the
results were good or bad. We mention the incident to point
out the (1) relevance of indepth analyses and (2) the possi-
bility of side effects from actions take to reach a specific
goal, such as 0il import reduction.

Agency comment

“Increased natural gas use constitutes a major
element of the response plan to the Iranian crisis.
Further, there is no benefit to be gained by main-
taining a surplus of gas in the producing states.
Absence of markets for gas will lead to a reduced
exploration and development, lower domestic gas
supply, and higher energy imports in the future.™

GAO response No. 10

The report raises a question whether it could be
possible to encourage domestic gas exploration and develop-
ment without preventing "a surplus of gas." We believe
that the Department of Energy should investigate whether
there are ways to maintain gas reserves in a manner that
will not discourage needed exploration and development—-
rather than assume that none exists.

Agency comment

“The Department of Energy's Energy Information
Administration (EIA) survey referred to by the
report was based on EIA Form 52. The analysis
report issued by EIA in January 1979 indicated
fuel switching of only 375 billion cubic feet
or 0.375 trillion cubic feet over the entire
period 1973-1978 instead of the '3.75 trillion
cubic feet a year' referred to in the report.
The EIA Form 52 survey relates only to perma-
nent switching from gas to other fuels, and
did not measure tempcorary alternative fuel use
during the period of gas shortage."
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"The statement that 'Wood and coal replaced

60 percent' of the 3.75 trillion cubic feet

of natural gas supply reduction between 1973
and 1975 is in error. The data from Federal
Power Commission (FPC) Form 69 and Federal
Energy Administration (FEA) Form G-101 for
1976 and 1977 reflect 3.3 trillion cubic feet
of natural gas curtailments of firm and inter-

ruptible users. Only 16 percent of those cur-
tailments were reported to be replaced by coal.

Wood was not separately identified, but it must
be miniscule. il constituted 67 percent of
the reported substitution. In reviewing the
potential alternatives, the report fails to
mention synthetic fuels, imported liquified
natural gas, and possible offshore production
of natural gas."”

GAQ response No. 11

The agency is correct. We discovered our error after we
provided the draft for comment. We have deleted all refer-
ences to this study.

Agency comment

"There is no evidence that would support the state-
ment that 'Mexico could supply 0.5 to 1.5 trillion
cubic feet of gas a year through the 1980's,' if
the statement is intended to indicate the poten-
tial level of Mexican gas exports to the United
States today. It is possible that gas exports by
~Mexico could reach 0.5 trillion cubic feet to 1.0
trillion cubic feet sometime during the 1980's but
any projection is quite speculative. There is
currently no agreement from gas sales in effect
between the United States and Mexico. Further,
Mexican production plans for oil or gas have not
been established beyond 1982.*"

GAO response No. 12

This comment is misleading. At our meeting with Depart-
ment of Energy and Federal Energy Regulatory Commission rep-
resentatives, we pointed out our intention to (1) revise the
data to “0.5 to 1.0 trillion cubic feet" to be consistent
with Table 3 of the draft report and (2) make clear that
the statement covered the mid- to late-1980s. Also, as the
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report shows, we stated that (1) the figures we use are
possibilities and not predictions and (2) there is currently
no gas sales agreement between the U.S. and Mexico.

(See footnote 2 on p. 31.)

Agency comment

"The statement that the 'Mexican national oil com-
pany agreed to supply (natural gas) for $2.60 per
thousand cubic feet' is not accurate. The Memoran-
dum of Intentions between the Mexican national oil
company and the United States pipelines specified
that the price should be determined by reference

to the distillate fuel o0il price in New York Harbor.
Today, that formula would provide for prices of
$4.00 per mmbtu or more."”

GAO response No. 13

The price of $2.60 represents the approximate price of
the gas at the time the agreement was made. We have revised
the report to show also the pricing formula that would have
applied in the agreement.

Agency comment

"Mexican o0il production and gas supply are not
significantly dependent upon a 'United States -
Mexican o0il agreement.' A high percentage of
Mexico's 0il exports come to the United States
today, but the United States is not the only
current or potential market for Mexican oil."

GAO response No. 14

The report refers to the gas supply that might be avail=-
able to the United States. Because much Mexican gas is
assocjiated with oil, the report points out a relationship
between 0il production and gas availability. We revised
the text to make clear that Mexican gas availability to the
United States will depend on o0il export agreements with other
countries as well as with the United States.

Agency comment

"In theory liquefied natural gas (LNG) projects
could provide a gas at a cost that would rise over
time in real terms to a lesser degree than the"
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"price of imported oil. Such projects involve sub-
stantial capital investment that is depreciated
causing the rate base to decline in a manner simi-
lar to the Alaska gas project. Liquefied natural
gas cannot with any degree of confidence be charac-
terized as a less expensive alternative to Alaska
natural gas."

GAQ response No. 15

In discussing the potential of liquefied natural gas,
the report points out the growing world natural gas reserves
and some prices paid in early 1979 by American pipelines.

It does not attempt a thoroughgoing analysis of the competi-
tive, investment, .and other factors which will influence in
1985, and thereafter, the relative cost of liquefied natural
gas compared to (1) imported oil and (2) Alaska gas. We
believe that establishing the facts with the required degree
of confidence is the Department of Energy's duty.

Agency comment

"The Alaska natural gas need not be delivered to a
consumer that otherwise would be directly dependent
upon imported fuels for it to achieve a displace-
ment of imported fuels. Any reduction of oil con-
sumption in the United States will lead to a reduc-
tion of imported oil since that is the marginal
supply."

GAO response No. 16

Our statement has not been limited to consumers who
were "directly" dependent on imported fuels. The agency
makes a valid point which may be an exception to the rule.
However, if oil released by one consumer or group of con-
sumers flows to another consumer or group not then using
0il, it is theoretically possible that existing import
rates will not be reduced.

For its purposes, the report deals with many questions
on a theoretical basis. We believe that it is incumbent on
the Department of Energy to develop and demonstrate what
the facts are in practice.

Agency comment

"Natural gas use constitutes a major factor in the
response plan to the Iranian crisis. Further,”
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"there is no benefit to be gained by maintaining a
surpluss of gas in the producing states. Absence
of markets for gas can lead only to a depression
of exploration and development, lower domestic gas
supply, and higher energy imports in the future."

GAO response No. 17

See GAO response No. 10 on page 1l12.

Agency comment

"Consumers will use natural gas if it is reliable
and less expensive than alternative fuels. There
is little reason to doubt that the long-run cost

of imported oil will be higher than the cost of
Alaska gas. Any marketability risk of possibly
higher costs of the Alaska gas in the initial years
of the project life can be overcome through rolled-
in pricing provided by the Congress in the Natural
Gas Policy Act, as well as by levelizing the tariff
structure, if need be."

GAOQO response No. 18

This and the remaining Department of Energy comments
which follow relate to matters discussed in the report on
theoretical grounds. As we have said, we believe that the
responsibility for establishing and demonstrating the facts
in practice rests with the Department of Energy.

When the Department notes that consumers will use
natural gas if it is reliable and less expensive than alter-
native fuels, it fails to mention that use-opportunities and
reliability may depend on governmental programs and regula-
tions, as well as other factors.

Although the Department may now have little reason to
doubt that the long-run cost of imported o0il will be higher
than the cost of Alaskan gas, there are many uncertainties
as to what the actual costs of Alaskan gas will be and future
energy supplies and costs. As we state on page 141, because
of uncertainties as to the future, we recommend indepth
analyses before a decision is made on Federal financial in-
volvement imn the Project.

The Project's sponsors asserted a "marketability risk,

among other risks, in a report to the Federal Energy Regula-
tory Commission to justify a high risk premium for their
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investment. That report notes on page 26 that the Commis-
sion in Order Number 31 rejected the sponsors' overall risk
assessments as unreasonably high. Also, although the report
does not attempt to evaluate the sponsors' risk statements,
it mentions that rolled-in pricing and regulatory arrange-
ments can adjust for possibly higher costs of Alaska gas.

Agency comment

"Maximization of the development of domestic energy
resources is in the highest national interest of
the United States. The Alaska gas project could
deliver nearly 1.0 trillion cubic feet of natural
gas equivalent. to 425,000 barrels of oil per day
to the lower-48 states by 1985. The project will
have no significant impact on drilling for gas in
the lower-48 states. Rolled=-in pricing will pre-
vent any significant adverse impact in the early
years and, indeed, in the later years of the proj-
ect life it could have the effect of encouraging
development of other gas resources by providing

a form of subsidy for such resources."

GAO response No. 19

Although undue reliance on foreign energy is contrary
to the national interest, "maximization" of domestic energy
resource development may or may not be. As we indicate in
our response to the Federal Energy Regulatory Commission's
comments, other national goals may affect the timing and
extent of domestic development. (See pp. 138 and 139.)

For example, budgetary or international relationships, at
times, might favor energy imports under certain conditions.

Agency comment

"The report accurately notes that the Alaska proj-
ect would involve some dollar outflows for the
Canadian tariff. Such outflows will be small com-
pared with the dollar outflow associated with im-
ported oil or natural gas. Like the United States
tariff, the Canadian tariff charges and dollar out-
flows will decline over time while the cost of im-
ported energy will only continue to increase.

"Natural gas purchases from Mexico could have a
somewhat lesser adverse economic effect on the
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United States than purchases of imported oil from
most other countries since Mexico is likely to pur-
chase more quickly a higher percentage of United
States goods and services than many other o0il or
gas exporting countries; but any import of energy
creates a drain on the resources of the United
States whether or not the dollar is gquickly ‘re-

cycled.' It is clear that the Alaska gas project :

will be far superior to any imported energy proj-
ect in these terms. In terms of real resource
costs and benefits, the Alaska project will return
many billions of dollars more to the United States
over its life than any imported energy project.
Reference could be made to the recent study con-
tracted by DOE's Federal Energy Regulatory Com-
mission on Alaska gas, A Review of Alaska Natural
Gas Transportation Issues, May, 1979."

GAO response.No. 20

We do not disagree that undue reliance on foreign
energy may be harmful to the national interest. However,
the validity of the statement that "any import of energy
creates a drain on the resources of the United States
whether or not the dollar is quickly 'recycled'" needs
analysis. There may be advantages to the United States in
importing some energy as there are benefits from interna-
tional trade in other commodities. We, therefore, recommend
indepth comparative analyses before a decision is made on
Federal financial involvement in the Project.

Agency comment

"The subject draft report recommends that the
Secretary of Energy provide Congress with a re-
port within 60 days of the issuance of the final
report. The 60 day time frame requirement is
much too short an interval. It is requested that
this time frame be extended."

GAQ response No. 21

Our recommendations reflect our sense of urgency in the
matter.
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DEPARTMENT OF STATE

Agency comment

Chagter 1

"Page 4: The membership of the Northwest Alaskan
sponsor partnership is likely to change. American
Natural has announced its intention to negotiate
an arrangement with the partnership. Others may
follow in conjunction with the President's July 16
directive to DOE. The draft should be updated to
reflect these changing circumstances."”

GAO response No. 1

The report describes the current status of the Project
and does not speculate on companies joining or leaving the
partnership.

Agency comment

"Page 5: The draft does not provide a description
of the reasons behind the fact that the project
has been delayed, including the 18 months it took
Congress to pass the Natural Gas Act of 1978 pro-
viding a wellhead price for Alaskan gas. Nor does
it acknowledge the deliberative nature of the
regulatory determination process, and the time
required to take into account associated comments
and rebuttals by the Project Sponsors and other
interested parties. There is justifiable reasons
to proceed deliberately. A project sO enormous
must be undertaken with full consideration for
the risks and benefits, particularly in view of
the TAPS experience. This time the effort will
be to avoid making similar mistakes. This may
require more time in the preconstruction stages
of the project."

GAO response No. 2

Since this part merely reports the current status of
the Project's time "schedule," it should not be interpreted
as criticism. In other portions the report describes major

(See GAO note on page 143.)
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events whiech have taken place. In addition, it describes

the proceedings involved in establishing the variable rate-
of-return mechanism which "illustrates the difficulty in
reaching mutually satisfactory resolutions to * * * questions
that must be answered before the Project is built."

Agency comment

Chagter 2

"Page 10: The Federal Inspector has been
appointed by the President and confirmed by the
Senate. This section of the report is thus
overtaken by events and should be deleted."

GAO response No. 3

The report appropriately notes that the Federal Inspector
was sworn in on July 13, 1979, about 20 months after the
Congress approved the Decision in November 1977. (See p. 14.)

Agency comment

"Page 11: While the issues of gas conditioning
costs and right-of-way stipulations are important
considerations for the Project's viability, there
is no evidence to conclude that they represent
serious obstacles.

"Certainly many 'worst-case scenarios' can be
developed to cast a pessimistic light on the
Project. This brief, two page section of the
report is far too shallow to deal with both of
these important issues adequately and fairly."

GAO response No. 4

In giving the current status of the Project, the report
states and briefly describes two important issues remaining
to be resolved. The report notes that these issues could
lead to lengthly administrative and/or judicial review.
Also, appendix I demonstrates the time required to resolve
important issues. How this equates to "worst-case scenarios"
is not clear, since we are merely presenting a factual sum-
mary of the current status.
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Agency comment

"Page 13: The report places undue emphasis on
Project Sponsor's estimates of the risk of

project abandonment. Various project-related
interests are being brokered in 1979 as regulatory
determinations are finalized, and permitting and
approvals procedures go forward. In this atmosphere
concern for thé viability of the project is bound
to be aroused. As the necessary regulatory
decisions are concluded, and other related activi-
ties, such as establishing the Federal Inspector's
operation, and concluding additional gas supplier
contracts are accomplished, talk of abondonment
will recede."

GAO response No. 5

The report now shows that the Federal Energy Regulatory
Commission, in Order Number 31, rejected the sponsors' risk
evaluating as being unreasonably high. (See p. 26.)

Agency comment

"Page 14: Every major construction or manufactur-
ing project carries a variety of risks. Technical
and geological uncertainties will, of course, be
thoroughly investigated."

GAO response No. 6

This assurance does not fully satisfy our recommenda-
tion, which urges that these uncertainties be thoroughly
Investigated before construction starts. 1In addition,
page 2 of the Department of Energy letter commenting on
this report supports the need to complete the development
and testing of system design before construction.

(See app. III).

Agency comment

"Project segments must, of course, be fully coordi-
nated with related activities in order to complete
the project on a timely basis and close to budgeted
costs. There is no basis for the implication that
obstacles are insurmountable."
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GAO response No. 7

In the report; we present the sponsors' statements. We
do not suggest that the alleged obstacles are insurmcuntable.

Agency comment

"Page 15: The Project was developed and approved
by Congress on the basis of 26 trillion cubic feet-
plus proven gas reserves under the North Slope.
Its 25 year life cycle costs are based on those
proven reserves. The draft report's guestions
concerning Prudhoe Bay production history and gas
availability would appear beyond the scope of the
Project as presented, i.e., the pipeline is
designed to carry approximately 2.4 BCF/day for
25 years, or an amount well within the capacity
of proven reserves to support.

"Page 16: The draft report notes that the

Project might be vulnerable to adverse regulatory
and political actions because it passes through
several political jurisdictions in two countries.
Adequate protections have been provided to the
Project by two internaticnal agreements negotiated
with Canada--the Transit Pipelines Treaty and the
Agreement on Principles Applicable to a Northern
Natural Gas Pipeline: In addition to nondiscrimi-
natory treatment in Canada of the pipeline and its
throughput, these agreements provide a brecad range
of general and specific assurances,; as well as an
incentive formula covering the U.S. role in con-
structing the Dempster line to access MacKenzie
Delta gas, in which U.S. sponsorship of the
Dempster link declines in proportion to any delays
caused on the Canadian side.

"Page 17: The comments concerning investor at-
titudes, like much of the analysis surrounding
the issue of private financing, is based on pre-
mature assessments. It is clear that several im-
portant issues must be decided before the Project
can be properly presented for consideration by
the financial market. Those issues are being
examined now and regulatory determinations will
be finalized soon.. Until then the draft report's
assessments are premature.
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"Page 18: The comments on regulatory attitude

are dated. The Federal Inspector is in place,
the reorganization plan is being implemented, and
both the President and involved government agen-
clies are committed to expeditious treatment of
the Project.

"Page 18: Public awareness of the difficult
decisions that are being made as the Project goes
forward is not, of itself, detrimental. At the
same time, the public is increasingly aware of
the dangerous dependence of the United States on
imported o0il, and the renewed vigor with which
domestic rescurces, like Alaskan gas, must be
developed. ™

GAO response No. 8

The report clearly shows that the Alaskan sponsors made
all the above claims in their document "The Project Risk
Premium for the Alaska Segment of the Alaska Natural Gas
Transportation System." (See p. 13.) Further, we have
noted that the Federal Energy Regulatory Commission rejected
the sponsors' abandonment evaluations. Since these state-
ments were made in connection with regulatory proceeding
we have avoided any judgment as to their merits.

Agency comment

"Page 19: The assertion that the Administration
'raised the possibility' of $2-3 billion in Federal
loan guarantees is incorrect. We understand that
the Secretary of Energy, responding to a hypothe-
tical suggestion during Senate hearings in Janu-
ary, indicated that a range of $2-3 billion in
guarantees would be adequate--in the hypotheti-

cal circumstance suggested.”

GAOQO response No. 9

The report shows that the Secretary of Energy responded
to a question from the Joint Economic Committee. Also, it
gives that portion of the official transcript which covers
the colloquy over the "possibility" of loan guarantees.

(See pp. 19 to 21.)
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Agency comment

"The Alaskan Gas Pipeline Project was proposed by
the President and approved by Congress on the basis
of private financing. The US/Canadian Agreement on
Principles requires private financing. We have no
reason to expect that this Project will proceed
other than on those terms. Problems have had to be
dealt with, and consequently delays have been
encountered."

GAQ response No. 10

This assessment may be correct. However, since the
question of possible Federal financial involvement has been
publicly raised in official quarters and elsewhere, we
believe that it is incumbent on the Department of Energy to
prepare itself for that contingency.

Some Department of State comments which follow are
discussed in greater detail by the Federal Energy Regulatory
Commission and the Department of Energy. Therefore, we
refer to our responses to those agencies, rather than respond
to State's briefer remarks. In addition, we comment speci-
fically on certain State Department remarks.

Agency comment

Chapter 3

"Page 22: This chapter suffers most seriously
from the problem of being premature. It is highly
premature to assume: a) that private financing
will not be available and, b) that Congress there-
fore needs to consider all its options before
dealing with a request for Federal financial
assistance.”

GAO response No. 11

This comment is misleading. The report states clearly
that the Congress needs to consider all its options only if
a proposal is made for Federal financial involvement.

We believe that being alert to possible events is not

being premature. As the report indicates, events have led
to public discussion of possible need for Federal financial
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involvement in the Project. For this and other reasons,
we believe it would be poor public policy to be totally
unprepared for this possibility; instead, we have estab-
lished a framework for Government action. As we state

in this report, if the sponsors request Federal financing
assistance, Project proponents will undoubtedly urge the
Congress to quickly provide the needed assistance.

Agency comment

"Table 3 includes highly speculative figures for
possible imports of foreign gas in the 1980's.
The draft report contains no supporting evidence
for these supply estimates nor for the cost
analyses contained in this section.*

GAO response No. 12

See our response to the Federal Energy Regulatory
Commission on this point (response 14, pp. 99 and 100).

Agency comment

“The cost comparisons appear to use the first year
delivered cost of Alaskan gas as a basis of
comparison. This is inappropriate because the
depreciation formula for Project costs results in

a declining real cost over time. Any accurate
analysis must therefore base comparison of alternate
projects on their life cycle annuity cost.*

GAQ response No. 13

See our response to the Federal Energy Regulatory
Commission on this point (response 15, pp. 100 and 101).

Agency comment

"The questions presented in the draft report for
Congressional consideration have already been
taken into account in the proceedings leading the
Presidential Decision, and in testimony before the
Federal Energy Regulatory Commission. In addition
the Project sponsors must submit a new cost esti-
mate to the FERC prior to granting of the final
certificate of public convenience and necessity
thus presenting another opportunity to weigh the
balance of costs and benefits from the project.™
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GAOQ respoﬁ%e No. 14

See our responses to the Federal Energy Regulatory
Commission on these comments (response 7, p. 94; response 9,
p- 95).

Agency comment

"Page 24: The fact that other supplies of gas

may be available besides project gas does not in
any way change the desirability of access to the
26 TCF of proven gas reserves under the Alaskan
North Slope. The fact is that we can anticipate
increasing real prices for imported oil with con-
sequent impact on energy prices generally. Alaskan
gas 1s likely to be substantially cheaper, over
the life cycle of the project, than imported oil.
Access to additional Canadian gas, or Mexican gas,
or additional LNG would be helpful in and. of them-
selves, but do not reduce the need for Alaskan gas
that is less expensive than imported oil."

GAQ response No. 15

See our responses to the Federal Energy Regulatory
Commission on these comments (response 10, p. 96; response
13, pp. 98 and 99).

Agency comment

"Page 28: The analysis confuses conservation and
fuel switching. The key long-term element of the
Government's policy on fuel switching is to sub-
stitute coal for o0il and natural gas. Short term
adjustments to that policy, including limited
exemptions for industrial and utility use of natural
gas, are appropriate.”

GAQO response No. 16

The analysis treats "“fuel switching" as a "conservation'
measure. We see no confusion there.

See also our response to the Department of Energy on
this comment (response 9, p. 112).
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Agency Comment

"The analysis seems to overlook the fact that
surplus gas supplies overhanging the market are
not likely to encourage expanded exploration and
development of additional reserves, indeed they
may discourage it."

GAO response No. 17

See our response to the Department of Energy on this
comment (response 10, p. 112).

Agency comment

“Page 29: The section on unconventional sources
is undocumented, superficial and excessively
speculative.

"Page 30: Anticipated Canadian supplies are not
adequately documented."”

GAQ response No. 18

See our response to the Federal Energy Regulatory Com=-
mission on these comments (response 12, p. 97; responses
14 through 17, pp. 99 to 103).

Agency comment

"Page 31: The statement that Mexico could supply
0.5 to 1.5 TCF of gas a year through the 1980s is
not substantiated. This would be 1.4 to 4.1 BCFD.
Such numbers are highly speculative, especially
since Mexican o©0il and gas production plans do not
extend beyond the current Mexican presidential term
ending in 1982. The reference to Pemex' offer of
$2.60 per MCF is inaccurate. The 1977 Memorandum
of Intentions between Pemex and six U.S. pipeline
companies called for reference price based on the
price of distillate fuel o0il in New York Harbor--
about $4.50 per MCF at current prices. Mexican
gas exports to the U.S. are not dependent on con-
clusion of a U.S./Mexican o0il agreement."
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GAQ respoﬁse No. 195

See our responses to the Department of Energy on these
comments (responses 12 to 14, pp. 113 and 114).

Agency comment

"Page 32: The conclusion that LNG imports in
1985 would be priced at the equivalent of $12

to $18 per barrel of oil ($2-$3 per MCF) is well
off the mark. It overlooks the fact that these
imports contain escalator linkages to the price
of imported oil, and the possibility of their
being renegotiated."

GAQ response No. 20

The report has not said that liquefied natural gas
imports in 1985 would be priced at the equivalent of $12 to
$18 per barrel of oil. It states that at a price equivalent
to $§12 to $18 a barrel of oil, liquefied natural gas would
cost less than the 1985 cost of Project gas.

See also our response to the Department of Energy on
this point (response 15, p. 115).

Agency comment

"Pages 32 and 33: Since imported oil 1is the
marginal supply element in the U.S. energy system,
Alaskan gas will serve to backout imported oil,
directly or indirectly, and/or to support U.S.
economic growth. Statements in this section re-
flect a 'no-growth' philosophy."

GAQO response No. 21

It is gratuitous to charge that the "statements in this
section reflect a 'no-growth' philosophy." They merely re-
port that, to the extent that Alaskan gas stimulates new
growth, it will not "back out" foreign energy then being
imported. Nothing in the report suggests that new growth
is undesirable.

See also our responses to the Department of Energy

(response 16, p. 1l15) and the Federal Energy Regulatory Com-
mission (response 18, p. 103).
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Agency comment

“Page 34: This section on balance of payments
costs for energy is inaccurate and out of date.
Energy imports are not expected to be 12 million
barrels a day in the late 1980's. 0il already
costs more than the $18 per barrel figure used
as its cost in 1979 dollars for the mid-1980's.
The balance of payments costs (payments to
Canada) for transporting Alaskan gas is small
compared to the negative effect on the U.S.
economy of importing an equivalent amount of oil.
These Canadian tariffs also are scheduled to
decline over time.”

GAO response No. 22

This comment supports the report's conclusion that con-
tinuing indepth energy analyses are essential. The data
used in the report reflect the understandings current at the
time it was prepared and provided for comment. In fact,
the oil cost of $18 a barrel was made at a time when the
OPEC price was less than $15. The report has been updated
consistent with more recent events.

FEDERAL INSPECTOR FOR THE ALASKA
NATURAL GAS TRANSPORTATION SYSTEM

Inspector's comment

"Based on the information currently available to
me, I have serious reservations about some of
your analyses and recommendations. I am reluc-
tant at this time, however, to provide detailed
comments for a number of reasons. First, many

of the issues discussed in the report are re-
lated to decisions or negotiations of the Federal
Energy Regulatory Commission, Department of the
Interior and private companies which took place
prior to my appointment as Federal Inspector and
prior to the establishment of the Office of Fed-
eral Inspector. I was not privy to the rationale
behind these discussions. Second, other issues
raised by the draft report, especially the matter
of economic and financial viability are still
being debated or evaluated by forces of the free
market. I think the marketplace should be given
an opportunity to work its will.
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GAO response No. 2

The report does not suggest that the stipulations would
be "a basis for 'making' concessions." It suggests that the
the Government's overall Project coordinator and primary
point of contact relating to Federal oversight. As the re-
port also shows, we agree that the marketplace should be
given the 'opportunity to work its will before Federal finan-
cial involvement is considered.

DEPARTMENT OF THE INTERIOR

Agency comment

"On page 13, it is suggested that proceedings for
the Right-of-Way Agreements represent an opportu-
nity for delay. It is unlikely that a delay will
be caused by our schedule for issuing the Stipula-
tions. We are scheduled to complete them before
October of this year and this fits the companies'
schedules. The Agreement and Grant of Right-of-
Way documents are being prepared and will be

ready for signature when the conditions of Sec-
tion 28 of the Mineral Leasing Act are met."

GAQO response No. 1

The report suggests the possibility of lengthy proceed-
ings only if the sponsors choose to negotiate.

Agency comment

"The Department does not look at the stipulations
as a basis for making 'concessions.' There has
been extensive discussion with the companies about
the environmental and other concerns of the Depart-
ment vis—a-vis the economics of the projects.”

GAQ response No. 2

The report does not suggest that the stipulations would
be "a basis for 'making' concessions." It suggests that the
Department of the Interior, because of its environmental and
other concerns, may be relunctant to make concessions in
the stipulations. :
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Agency comment

"We differ with the conclusion implied on pages 14
and 15. We believe that the technology exists to
build the pipeline in an environmentally acceptable,
economical manner. However, we do have a number of
major technical concerns in Alaska that must be re-
solved by the company before the pipeline can ac-
tually be constructed."”

GAO response No. 3

As indicated in our responses to comments from the
Federal Energy Regulatory Commission and others, the Alaskan
sponsors—--not GAO—--made the risk-of abandonment evaluations
in chapter 2. The report does not attempt to determine
whether the technology exists to build the pipeline in an
environmentally acceptable, economical manner. It states
that technical and geological uncertainties should be
thoroughly investigated; such investigations may be necessary
to resolve the Department's unspecified major technical con-
cerns in Alaska.

Agency comment

"The economics of the project have been extensively
studied for several years and found to be generally
acceptable. Recent increases in OPEC oil prices
reinforce the justification. It is not apparent
what purpose would be served by having the Secre-
tary of Energy undertake another overview."

GAQ response No. 4

We recommend further study only if Federal financial
involvement is requested.

Agency comment

“The planned facility will have a capacity of 1.163
trillion cubic feet per year with additional capa-
city possible by looping.

"There is a strong possibility of additional gas

being discovered in the north slope area that could
be transported by this line."
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GAO response No. 5

The report deals only with the natural gas proposed to
be transported from Prudhoe Bay. It will be appropriate to
consider additional supplies and total capacity of the Proj-
ect in the detailed analyses we have suggested.

We are aware of U.S. Geological Survey and other esti-
mates of potential natural gas resources in northern
Alaska. The report does note that, so far, there have been
no new discoveries outside of Prudhoe Bay. The analyses
we suggest should take into consideration possibilities
of additional supplies.

Agency comment

"The report does not explore what is to be done
with the gas in the event that there are no
transportation facilities out of the region. Cur-
rently, under State Regulation, the gas is being
reinjected at Prudhoe Bay. This is costly and
consumes a portion of the gas in the process.
There are limitations on the useful and non-
wasteful continuation of reinjection which should
be discussed."

GAO response No. 6

We do not assume that the gas will not be transported
out of the region. That is beyond the report's scope. The
issue is that indepth analyses are needed before a decision
is made on Federal financial involvement.

Agency comment

"There is a misleading characterization on page 27.
If it were obvious that LNG were an economic source
of energy, the case against importing would have
dissolved. If markets for the gas at incremental
cost were apparent, LNG imports would have been au-
thorized. Without some market constraint (such as
full-cost or incremental pricing) LNG remains a
suspect, unattractive source of fuel. With the
appropriate market constraints, it may ultimately
become an economical source."
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GAO response No. 7

We cannot identify any "misleading characterization."
Apparently, the Department of the Interior refers here to the
footnote relating to Government policies in granting li-
censes. The report indicates that quantities of LNG over
and above what is now being imported might be brought to
the United States if, among other developments, the Govern-
ment granted licenses to applicants more freely than it
does now. As indicated in the report, it deals with possi-
bilities, not predictions. The fact is that LNG is now
being imported and additional import applications have
been filed.

Agency comment

"The logic on page 32 is questionable. Supply
does not create demand. Further, if the cost of
the Alaskan gas (properly priced) were low enough
to warrant increased economic activity, this

would seem a desirable, rather than an undesirable,
outcome."”

GAO response No. 8

The logic is consistent with views that latent natural
gas demand could absorb substantially larger amounts of gas
annually than is now consumed. Although we do not believe
that this latent demand is unlimited, it seems probable
that new gas supplies could stimulate additional demand.
Further, the report does not state that increased economic
activity is undesirable. It merely states that if new
activity absorbs the Alaskan gas, the Alaskan gas probably
would not reduce imports.

Agency comment

"The economics on page 28 are confusing. We
doubt that it could be demonstrated that energy
users are indifferent to prices. What is it

that is going to alter consumers preferences or
habits? It sounds as if the authors are advocat-
ing forced conservation. This tends to be corro-
borated by first paragraph, page 32."
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GAO resporse No. 9

The Department of the Interior is unquestionably con-
fused. Nothing in the report suggests that energy users are
indifferent to prices. However, it is possible for con-
sumers to adjust to energy price rises by responses other
than reducing energy consumptions. For example, they may
forego recreational expenditures rather than diminish their
consumption. Also, consumers may, in some cases, need to
be told how to conserve energy.

The report does not necessarily advocate forced conser-
vation. The report recommends that the Government develop
a clear and consistent conservation program directed to
helping consumers develop conservation attitudes and habits.

Agency comment

"The discussion concerning the lack of impact on
importation of OPEC oil is not entirely correct.
It is not necessary for someone who burns foreign
0il to directly substitute Alaskan gas for dis-
placement of foreign oil to occur. The total
energy imported with or without the Alaskan gas
is the real basis for comparison.®

GAO response No. 10

The report recognizes both direct and indirect substitu-
tion. Further, it suggests that detailed analysis is needed
before it can be determined what total energy imports would
be with or without the Alaskan gas.

Agency comment

"The investment tax credit has a substantial impact
on the real rate of return on equity capital. We
think that this impact should be considered and in-
cluded in the appendix on the IROR, in order to
accurately evaluate the financial prospects for
this project.”

GAO response No. 11

Appendix I illustrates the difficulty in reaching
mutually satisfactory resolutions. It does not discuss the
investment tax credit because this credit is not considered

134

I T



APPENDIX X APPENDIX X

as a part of the Federal Energy Regulatory Commission's
rulemaking.

Agency comment

"Your concerns about marketing may be overstated
as most of the proven Prudhoe gas has already
been marketed (with certain restrictions). Also,
it is unlikely'that the companies involved will
start construction before they have distribution
contracts and commitments."

GAO response No. 12

The Alaskan sponsors—-not GAO--stated that marketability
was a factor in their evaluation of abandonment risks.

Agency comment

"In evaluating this project, consideration should
be given to its value as an energy 'insurance
policy' in the event of interruption of overseas'
sources."

GAO response No. 13

We recognize that "national security" is an important
element in establishing national energy policies and should
be considered in the indepth analyses we recommend.

Agency comment

"Consideration of this marginal increase in supply
as a constraint on the price of OPEC oil and/or
LNG would be interesting."”

GAO response No. 14

It would be proper to evaluate this in the indepth
analyses we recommend.

Agency comment

"0f very special importance for the Congress to
consider are the prebuilt projects in the lower
48 states. These projects will provide Canadian
gas at an early date and their import should be
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considered in an overall evaluation of this entire
project.”

GAO response No. 15

We agree.

NORTHWEST ALASKAN PIPELINE COMPANY e

Company comment

"Mr. J. Dexter Peach's letter of June 19, 1979
* * * transmitted for comment a purportedly
confidential draft of a proposed report * * *."1/

GAO response No. 1

Qur policy is to provide parties having responsibi-
lities concerning the subjects discussed in the draft an
opportunity to comment on the draft. Consistent with
this practice, we sent copies of the draft of this report
to the companies and Federal agencies involved. Each
copy had highlighted in red on the cover that the draft
was restricted to official use and included the following
language also in red:

"Recipients of this draft must not show or release
its contents for purposes other than official re-
view and comment under any circumstances. At all
times it must be safeguarded to prevent publication
or other improper disclosure of the information con-
tained therein.”

In addition, each copy contained a transmittal letter refer-
ring to the use limitations highlighted on the cover.

Company comment

"The report contains so many misstatements and
inaccuracies that the time and resources which
would be required to comment on each cannot be
justified in light of its premature release to
the Canadian press."

1/Mr. Peach is the Director of the Energy and Minerals
Division, GAO.
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GAO response No. 2

At our meeting with the company representative after
receiving this letter, we specifically requested that the
company provide any supporting data that would correct the
alleged, but not specified, "misstatements and inaccuracies."
The company provided none.

Company comment

"The full extent of the damage and delay caused
by the unethical and premature release of the
draft to the press cannot be fully assessed at
this time. We are enclosing for your informa-
tion copies of articles from several newspapers
to illustrate how an ill-conceived and mislead-
ing report can be further misinterpreted by the
press. The impact of such articles with their
inflammatory rhetoric, especially on the finan-
cial community, are particularly damaging to
this vital energy project.

"We believe the distortions, inaccuracies, and
incompleteness of the already published and
released report will be readily discernible to
the careful reader, and that this will be our
best defense against such irresponsibility.

By copies of this letter, we are informing mem-
bers of Congress and the Administration of our
comments and opinions on this matter."”

GAO response No. 3

-On August 8, 1979, the company's Washington, D.C. press
office informed us that it had obtained no articles
concerning this report other than those provided with this
letter. By comparing the draft copy we sent to them with
those articles, the company could easily determine that the
articles, in fact, did not disclose all the contents of the
draft.

Substantial portions of one article related to opinions
expressed to newspaper representatives by people outside
our organization. Further, the articles correctly report
that they were referring to a draft report which was not
final.
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NORTHERN NATURAL GAS COMPANY

Company comment

"On January 26, 1979, Northern Border filed an
application with the Federal Energy Regulatory
Commission for permission to prebuild 809 miles

of the Eastern Leg to transport 800 MMCFD of
Canadian Gas to U.S. consumers beginning two to
three years in advance to when Alaska gas will be
available. This service proposed by Northern
Border would begin in November, 1981, and con-
tinue for a period of 12 years, providing substan-
tial volumes of gas to the Midwestern and Eastern
U.S. markets. This proposed prebuilding or Phase I
construction of the Northern Border System is pred-
icated on the receipt of acceptable certificates
and permits from both the United States' Federal
Energy Regulatory Commission and the Canadian
National Energy Board.

"When Alaskan gas becomes available Northern Border
will file additional applications requesting per-
mission to expand its system by adding 308 miles of
pipeline and more compressor stations to accommodate
the combined volumes of Alaskan and Canadian gas
volumes. This expansion of the Northern Border
system will be timed to coordinate its completion
with completion of the other segments of the total
system.

"Our basic comment on your draft is that substan-
tially all of the problems described are peculiar
to the Alaskan segment (or perhaps in some part
the Canadian segment), and have little bearing on
Northern Border's prospects for financing and
construction in light of the 'pre-build' proposal
to transport Canadian gas. Had the FERC not
chosen to impose the IROR mechanism on Northern
Border, the financing and 'pre-build' construction
would have proceeded routinely upon issuance of
satisfactory export-import licenses by the two
governments, and a satisfactory Certificate by
the FERC."
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"The only unusual obstacle Northern Border now
faces is satisfactory resolution of the IROR
mechanism. It still faces the 'usual' obstacles
of satisfactory 'pre-build' authorizations from
the two governments involved. Whether those
obstacles will be overcome, and when, is pecu-
liarly within the control of the two governments.
However, given such action on a timely basis and
acceptable terms, we have no concern over our
ability to finance Northern Border privately and
construct the 'pre-build' segment on the projected
time schedule (assuming the expected cooperation
of the Federal Inspector during final design and
construction). Neither would we have any concern,
once the 'pre-build' is completed, over our ability
to finance privately and to construct timely the
expansion required to accommodate Alaskan gas when
it begins to flow.

"We believe our presentation before the FERC should
make it clear that only satisfactory regulatory
approvals for the 'pre-build' (including IROR in
that context) are needed to bring Northern Border
into being as a privately financed pipeline. This
represents over 1100 miles of the 4800 mile total
system, and an investment (for both Canadian ana
Alaskan gas) of approximately $2 billion.

“Moreover, as our presentation to FERC documents,
successful completion of the Northern Border '‘pre-
build' will benefit the financing and construction
of the Alaskan and full Canadian segments enor-
mously. Further assistance will accrue from 'pre-
buidling' the Canadian southern segments and the
Western Leg. The unit costs of transportation of
Alaskan gas will decline significantly, and ob-
viously financing requirements will be greatly
reduced within the same time period.

"We suggest addition of a comprehensive explanation
of the effects of 'pre-building' on completion of
the entire Alaskan system, and re—examination of
some concerns expressed in light of that expecta-
tion, and the recent OPEC price increases. Above
all, it should be made clear that Northern Border
can be and will be privately financed barring
adverse regulatory actions in the U.S. or Canada."
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GAO response

The report identifies and discusses the Eastern Leg as
a separate segment of the system. Also, it shows that the
question of Federal financial involvement has been raised
only in comments with the Alaska segment. Although we have
limited our discussions in this report, the Department of
Energy analyses which we recommend will require the compre-
hensiveness suggested by the Northern Natural Gas Company.

PACIFIC GAS AND ELECTRIC COMPANY

Company comment

"In reviewing the draft we have, as you asked,
taken care to prevent the report's premature
release or unauthorized use, knowing that the
publication of the preliminary draft, before it
has been checked for inaccuracies and misleading
statements could do unjustifiable harm to public
and investor confidence in the Alaska Project.
We were, therefore, dismayed to learn that,
despite your caution, the draft, without the
benefit of corrections, was the subject of some
premature stories in the press. This is parti-
cularly unfortunate, for the draft in its present
form is misleading to the public and to the Con-
gress, and will do nothing to advance general
understanding of the project, its promise, or
its problems."

GAQ response No. 1

We note that the company does not identify specifically
in what way the report was "misleading" or recommend specific
revisions.

Company comment

"The Project has been approved and found in the
national interest by the President and the Con-
gress. The draft report gives scant attention
to this fact and seems instead to proceed on the
assumption that the national need for this new
domestic energy supply should be restudied. The
Project is in danger of being studied--and
restudied--to death."
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GAO response No. 2

In the report, we show that the Project was approved
and found in the national interest by the President and the
Congress. We recommend further study only in connection
with a possibility that a proposal may be made to waive one
condition of that approval. That condition requires that
the Project be privately financed without any Federal fi-
nancing assistance.

We see no danger that our recommendations will cause
the Project to be "studied to death” or even delayed. All
present activities can continue without regard to the De-
partment of Energy analyses that we suggest.

Company comment

"The draft report contains a great deal of super-
ficial and completely unsubstantiated speculation
about the possible availability of alternate energy
supplies. This speculation covers ground which has
been covered many times before. All of the men-
tioned alternatives are not truly alternatives to
the Alaska Project but are instead other possible
sources of energy that will in all likelihood be
needed in _addition to the Alaska Project, if they
can be bought to fruition. Alternatives to the
Project were considered and a decision has been
made at the highest level of our Government and

the Government of Canada to move forward with the
Project. The time for studies of alternatives is
past.”

GAO response No. 3

These points are discussed in some detail in our re-
sponses to the Federal Energy Regulatory Agency and Depart-
ment of Energy. Further, in discussing alternate energy
supplies, the report is not seeking to identify alternatives
to the Alaska Project. 1Instead, it seeks to identify options
that the Congress may have if Federal financial involvement
is proposed. The report does indicate that the United
States will have to look to a variety of energy sources for
its future gas supplies. It does not suggest that the Proj-
ect will not be one of them.
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Company conment

"If any study is necessary at this time, there
should be an analysis of ways to clear government
roadblocks and delays which are the single great-
est threat to the Project's timely and economic
completion. In our opinion the GAO's draft study
should be revised to give close attention to this
problem. The report could perhaps help to achieve
the expressed will of the Congress that this Proj-
ect be built if the report were to examine closely
the delays and uncertainties caused by the govern-
mental regulatory process, and to recommend ways
of rectifying the situation."”

GAQ response No. 4

Governmental efficiency, in general, and the processes
with respect to the Project, in particular, have been receiv-
ing our continued attention. We note that both depend on
the attitude and efforts of the interested parties as well
as of the Government. For example, appendix I describes the
procedures for determining the variable rate-of-return for
the Project.

In addition, as pointed out by the Northwest Alaskan
Pipeline Company in its statement to the Federal Energy
Regulatory Commission on determining the Project risk
premium for the Alaska segment of the Project, the general
public and other third parties can affect rates of progress
in public matters.

Company comment

"The report spends a great deal of time speculating
what should be done if the Project were unable to
obtain private financing. This sort of speculation
unnecessarily runs the risk of becoming a self-
fulfilling prophecy. Investor and lender confidence
are being eroded day by day by regulatory delays
which raise the question of the U.S. Government's
commitment to the Project. The draft report will
cause further erosion of confidence. The partner-
ship has stated its belief that the Project. can be
privately financed, but we will not know until we
are allowed by government decisions to go forward.
We do know that until that occurs, speculation
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about possible failure, especially from a respon-
sible agency of the Federal Government, is to say
the least, unnecessary and very much contrary to

the national interest."

GAO response No. 5

We did not initiate any actions to question the spon-
sors' ability to secure private financing. Such questions
were raised elsewhere, including the Northwest Alaskan
Pipeline Company's statement on determining Project risk
premiums.

In addition, we did not institute any suggestion that
the Government should or should not get financially involved
in the Project. Although once that possibility was raised,
there was a risk that it would become "a self-fulfilling
prophecy," our prime concern is that the Government should
be in a position to make an informed decision if Federal
financial involvement is proposed. T

We believe that getting prepared for a prompt, informed

decision on a public question is fully in the national
interest.

GAO note: Page numbers referring to draft report were
changed to correspond with those in this
final report.

(008700)
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